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BY THE US. GENERAL ACCOUNTING OFFICE

Report To The Secretary Of Agriculture

More Attention Needed In Key Areas

Of The Expanded Crop Insurance Program

In accordance with the Federal Crop Insurance Act of 1980, the Federal
Crop Insurance Corporation (FCIC) has made substantial progress in
expanding its insurance program nationwide and in involving the private
sector in selling and servicing insurance. However, in its efforts to rapidly
change the program, FCIC did not give appropriate attention to the
actuarial soundness of its insurance and therefore has little assurance
that the premiums set are adequate to cover potential loss claims.

This report evaluates how FCIC is carrying out the 1980 act. GAO found
that FCIC needs to update its insurance offers and see that all necessary
actuarial reports and analyses are prepared in a timely manner. It should
also

--assess the potential benefits of using actual crop yield data to set
insurance rates and coverages to better reflect differences among
farmers’ productivity and risk of loss,

--evaluate the rates at which it compensates the private sector for
selling and servicing crop insurance and adjusting claims for losses
to make sure the rates are both fair to the companies and cost-
effective to the government, and

--evaluate the reinsurance program (reinsuring private insurance
companies against part of the risk on the federal crop insurance
policies issued in their names) to see if it is achieving its intended
purpose.
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audit reports are $3.25 each. Additional
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and most other publications are $1.00 each.
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UNITED STATES GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548

AESOURCES, COMMUNITY,
AND ECONOMIC DEVELOPMENT
DIVISION

B-214525

The Honorable John R. Block
The Secretary of Agriculture

Dear Mr. Secretary:

This report describes improvements needed in the actuarial
practices of the Federal Crop Insurance Corporation, the rates at
which private sector companies are compensated for selling and
servicing crop insurance, and the distribution of gains and losses
on crop insurance sold by private companies and reinsured by the
Corporation. We made the review in response to concerns expressed
by committees and Members of Congress about the Corporation's
progress in implementing the Federal Crop Insurance Act of 1980,
the effectiveness of program changes in light of insurance losses
in crop years 1981 and 1982, and the annual increases in the
Corporation's appropriation requests.

The report contains recommendations to you on pages 24, 35,
and 46. As you know, 31 U.S.C. 720 requires the head of a federal
agency to submit a written statement on actions taken on our
recommendations to the Senate Committee on Governmental Affairs
and the House Committee on Government Operations not later than 60
days after the date of the report and to the House and Senate Com-
mittees on Appropriations with the agency's first request for ap-
propriations made more than 60 days after the date of the report.

We are sending copies of this report to interested congres-
sional committees and Members and to the Director, Office of Man-
agement and Budget. We are also sending copies to your Inspector
General and the Federal Crop Insurance Corporation.

Sincerely yours,

-/
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// Director







GENERAL ACCOUNTING OFFICE MORE ATTENTION NEEDED IN

REPORT TO THE SECRETARY KEY AREAS OF THE EXPANDED
OF AGRICULTURE CROP INSURANCE PROGRAM
DIGEST

Before 1980, two federal programs--a crop insur-
ance program and a disaster payment program-—-—
offered farmers some protection against loss of
income when their crops were damaged or destroyed
by natural causes. The insurance program pro-
vided insurance coverage in a little over half
the nation's 3,000 counties for 1 or more of 27
different commodities. The farmers paid a
premium for this coverage.

The disaster payment program provided protection
free to farmers of six major commodities (wheat,
corn, cotton, rice, barley, and grain sorghum)
that were also eligible for insurance coverage.
Under this program, farmers received federal
disaster payments if adverse weather or other na-
tural disaster prevented the planting or harvest-
ing of the six commodities.

The Federal Crop Insurance Act of 1980 called for
(1) improving the crop insurance program and ex-
panding it nationwide and (2) eventually phasing
out the free disaster payment program. It also
called for involving the private sector in sell-
ing and servicing the insurance and provided for
the government to subsidize up to 30 percent of
each farmer's premium. The Department of Agri-
culture's Federal Crop Insurance Corporation had
the demanding task of carrying out the act.

Committees and Members of Congress have raised
concerns since the act was passed about the
Corporation's progress in implementing the act,
the effectiveness of program changes in light of
$190.9 million in insurance losses (premiums not
covering claims) for crop years 1981 and 1982,
and the annual increases in the Corporation's
appropriation requests. Consequently, GAO made
this review to determine the effectiveness and
efficiency of the Corporation's operations. (See
pPp. 1 and 5.)

o A AR OUS  . E

1Crop year refers to the calendar year in which
an insured crop normally is harvested.
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EFFECTS OF THE EXPANDED PROGRAM

Following the 1980 act, the Corporation made
substantial progress in expanding the program
and in involving the private sector in selling
and servicing crop insurance. For crop yeatr
1982, federal crop insurance was available in
2,999 counties, nearly twice as many as in
crop year 1980; insurance in force totaled
over $6 billion on about 44.2 million acres
compared with about $3 billion on about 26.5
million acres for crop year 1980; and premiums
on insurance sales totaled about $399 million
compared with $158 million for crop year 1980.
The private sector handled nearly 100 percent
of the insurance sales for crop year 1982 com-
pared with about 17 percent for crop year

1980.

However, the Corporation did not give appro-
priate attention during program expansion to
making sure that its insurance was actuarially
sound (i.e., that premium rates and insurance
coverages are set at levels commensurate with
the likelihood of insured losses), and it did
not make all the evaluations and cost studies
needed to assure that the actions it took to
involve the private sector were appropriate.
(See pp. 11 and 12.)

ACTUARIAL PRACTICES

To ensure that premium rates and insurance
coverages are set at levels commensurate with
the likelihood of insured losses, rates and
coverages need to be set on the basis of the
most current data on crop yields and losses.
Also, to be attractive and fair to producers,
the rates and coverages offered to them need
to be commensurate with the potential risks
involved. Low-risk producers will not be at-
tracted by insurance rates that are too high;
high-risk producers will be attracted by rates
that do not fully reflect their risks. Fol-
lowing the 1980 act, the Corporation concen-
trated its staff resources on the program's
expansion while it:

--Deferred normal actuarial review and evalua-
tion activities needed to update and correct
insurance offers and establish premium rates
and coverages for new insurance offers. For
example, crop year 1982 insurance offers for
the grain, peanut, and tobacco crops were
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based on losses and yields experienced
through crop year 1978 or earlier, and for
cotton on experience through 1975.

--Delayed development of various actuarial
reports needed to analyze the most current
experience on c¢rop yields and losses. Some
reports required as a result of the 1980 act
were not expected to be developed until late
1983 or early 1984.

~--Did not do the research necessary to resolve
longstanding concerns about its actuarial
procedures. For example, previous govern-
ment and industry studies had concluded that
the Corporation procedures may result in
excessive accumulation of reserves against
catastrophic losses for some crops and not
enough for others while accumulating insuf-
ficient reserves on an overall basis.

As a result, the insurance program may not be
actuarially sound and the Corporation has
little assurance that the premiums set are
adequate to cover potential loss claims. (See
PP. 13 to 22.)

Additionally, the Corporation groups farmers
into a few large risk groups in each county
based on estimated crop yields for purposes of
setting premium rates and insurance coverages.
Rates and coverages set on this basis tend to
be economically attractive to higher risk pro-
ducers and less attractive to lower risk pro-
ducers. Establishing smaller risk groups
based on actual crop yield data would result
in rates and coverages that more equitably re-
flect differences among farmers' productivity
and risk of loss. (See pp. 21 and 22.)

The Corporation has obtained outside assist-
ance to review the adequacy of actuarial
methodologies and operations.

Recommendations

GAO recommends that the Secretary of Agricul-
ture direct the Corporation to

--moderate further expansion activity to allow
the Corporation's Actuarial Division to
update insurance offers (including premium
rates),
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--give increased attention to completing actu-
arial reports on past insurance experience,
and

--consider the potential for establishing
smaller risk groups based on actual crop
yield data. (See p. 24.)

COMPENSATION RATES FOR
PRIVATE SECTOR PARTICIPANTS

The Corporation did not make a detailed cost
study when it established the compensation
rates for the private sector companies' sales
and service activities. 1Instead, it set the
rates on a straight percent-of-premium basis,
using as a guide the relationship between its
own past costs to sell insurance and its past
premium income. As pointed out above, the new
expanded insurance program is very much dif-
ferent from the pre-1980 program. Also, in
computing sales costs, the Corporation in-
cluded some claims adjustment and other costs
not related to private sector sales and some
costs for actuarial functions that the Corpo-
ration, rather than the private sector,
carries out. Consequently, the compensation
rates being paid by the Corporation are not
based on the private companies' costs of
providing services. (See pp. 30 to 32.)

In addition, the Corporation based the compen-
sation rates for adjusting claims for insur-
ance losses on a percentage of premiums plus a
percentage of the losses actually paid. How-
ever, neither the premiums nor the amounts of
the losses are directly related to the actual
expenses private companies are incurring for
adjusting claims. (See pp. 32 to 34.)

Lastly, when establishing compensation rates,
the Corporation 4id not consider the potential
for increased premiums under the expanded pro-
gram. Because the 1980 act requires higher
levels of protection, the average premium rate
has nearly doubled since 1979. Although the
costs to sell a policy undoubtedly have in-
creased due to inflation and to the increased
number of options available to farmers under
the expanded program, such costs may not have
increased at the same rate as the premium
rate. Compensation rates set on a straight
percent-of-premium basis therefore may be too
high. (See pp. 27 to 30.)
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A difference of only one or two percentage
points in the compensation rates could trans-
late to a several million dollar difference in
payments to the private sector. GAO believes
that to be fair to both the government and the
private sector, rates need to be reevaluated
and set on the basis of the private sector's
actual costs to provide the services.

Recommendation

GAO recommends that the Secretary of Agricul-
ture direct the Corporation to evaluate the
established compensation rates in relation to
the current, and/or expected, premium base and
the private sector's costs to provide serv-
ices. The rate structure should, if war-
ranted, be adjusted to provide reasonable com-
pensation to the private sector and be cost-
effective to the federal government. (See

p. 35.)

REINSURANCE PROGRAM

The Corporation established a reinsurance pro-
gram for 1981, expanded it for 1982 and 1983,
and plans to further expand it. Under the
program, private insurance companies, acting
as insurers for policies issued in their
names, obtain reinsurance coverage from the
Corporation as protection against part of the
risk of insuring crops. A standard reinsur-
ance agreement specifie$ how gains and losses
on such policies are to be allocated between
the companies and the Corporation for their
respective portions of risk sharing.

Since 1981, annual revisions to the standard
reinsurance agreement have allowed the rein-
sured companies a greater potential for gain
while limiting the amount of loss they could
incur. Although these annual revisions have
been made to encourage more companies to par-
ticipate as part of the effort to have com-
panies sell insurance on all crops nationwide,
the Corporation made the revisions without an
evaluation of each previous agreement to de-
termine whether such revisions were actually
needed to encourage such participation and
were cost-effective.

The revisions have resulted in increased costs
and risks to the Corporation. For example,
the 1983 formula for sharing gains and losses
provided that losses would have to exceed
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128 percent of premiums before the participating
companies would begin to share in any loss. For
1981 and 1982, loss sharing started when losses
ixceeded 100 percent of premiums. (See pp. 36 to
4,)

Further, the formula for sharing gains and
losses, which is applicable to all reinsured com-
panies nationwide, does not consider each com-
pany's geographical area of operation and the
past loss experience in that area. This results
in providing companies selling insurance in low-
risk areas even greater potential for gain. For
example, GAO's review showed a weighted loss
ratio of 0.88 (ratio of claims paid to premiums
received) for the seven states in which one of
the reinsured companies planned to sell insurance
compared with the nationwide loss ratio of 1.10
that the Corporation used in developing the 1983
gain and loss formula. (See pp. 44 and 45.)

Recommendations

GAO recommends that the Secretary of Agriculture
direct the Corporation to moderate further expan-
sion of the reinsurance program until the current
program's operation can be evaluated to assure
that it is cost-effective for both the government
and the insurance companies. GAO also recommends
that the Secretary direct the Corporation to
tailor its agreements to each reinsured company's
area of operation with a formula based on the
loss experience for that area. (See p. 46.)

ACTIONS TAKEN TO IMPROVE

QUALITY CONTROL PROGRAMS AND
ED MPANIES

The Corporation has initiated a number of ac-
tions, such as additional training, that should
improve the insurance paperwork submitted by
independent agents and master marketers. Fur-
thermore, it has taken several steps to develop a
comprehensive quality control program and a plan
for an independent audit of the reinsured com-
panies. These efforts are needed to make sure
that insurance written and claims paid meet the
crop insurance program's requirements and that
the experience is correctly reported for actua-
rial purposes. Because of the actions taken or
planned by the Corporation to improve quality
controls and audits, GAO has no recommendations
on these matters at this time. (See pp. 48 to

51.)
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AGENCY COMMENTS AND GAO's EVALUATION

The Department of Agriculture said that GAO's
review was comprehensive and recognized the
key issues that the Department and Corporation
faced in implementing the 1980 act. The De-
partment agreed with GAO's conclusions that
management attention is now needed in several
key areas to achieve a sound and well-managed
insurance program. (See p. 12.)

Regarding actuarial practices, the Department
said that an actuarial consulting firm's com-
pleted review of the Corporation's rating system
will provide a basis for instituting modern
actuarial systems to make the premium structure
review more current and reflective of actuarial
experience. The Department added that actuarial
modernization is the Corporation's number one
priority and that the Corporation will implement
an improved ratemaking system and develop an
actuarial research function so that its ability
to correctly establish insurance offers will be
in tune with current and accepted actuarial prac-
tices and theories. GAO believes that these ac-
tions, when implemented, should improve the pro-
gram's actuarial soundness. (See pp. 24 and 25.)

The Department agreed that the compensation rates
for the private sector were based on limited
data. However, whereas GAO concluded that the
rates established were too high, the Department
believes that it is inappropriate to form any
conclusions pertaining to rate structures until a
thorough review is made. The Department said
that since the private sector's expanded involve-
ment in the past 3 years establishes a body of
data on which to base the compensation rates, ex-
perts from outside the government were being
sought to evaluate the rates to be used in future
agreements. GAO believes that its review demon-
strated that the compensation rates were set too
high. GAO also believes that the action the De-
partment is taking to evaluate these rates is
responsive to GAO's recommendation. (See p. 35.)

The Department said that the private companies
reinsured by the Corporation are rapidly expand-
ing their business and that as their business
stabilizes, particularly the distribution across
crops and geographical areas, agreement terms can
be fine-tuned to equitably reinsure the risks
involved. The Department also said that it was
developing the specifications for an objective
nongovernmental body to review the agreement and
recommend improvements. (See pp. 46 and 47.)
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CHAPTER 1

INTRODUCTION

Farming is an exceptionally high-risk undertaking. Beyond
the perils of economic uncertainties caused by fluctuating prices
for farm products, a farmer also faces many uncontrollable (and
unpredictable) natural hazards. These can prevent planting of
crops or destroy planted crops, even in the best production
years. Historically, 1 of every 12 acres planted is not har-
vested because of adverse weather or other natural disasters.

Before 1980, two federal programs--—an insurance program and
a disaster payment program--offered thousands of the nation's
farmers some protection against loss of income when their crops
were damaged or destroyed by natural causes. The federal crop
insurance program, which in the late 1970's covered as many as 27
commodities and about 1,700 of the nation's 3,000 counties, gave
farmers in those counties the opportunity to mitigate the risks
they faced from weather, insects, and disease by spreading the
risks among many persons and over many areas and growing seasons.
Oon the other hand, the disaster payment program provided a form
of free insurance covering six of the major commodities (wheat,
grain sorghum, cotton, rice, barley, and corn), whereby farmers
received federal disaster payments if adverse weather or other
natural disaster prevented the planting or harvesting of these
six commodities.

The Federal Crop Insurance Act of 1980 (Public Law 96-365)
radically changed these two programs. Essentially, the act
called for (1) improving the insurance program and expanding it
nationwide and (2) eventually phasing out the free disaster pay-
ment program. This report discusses the progress and problems in
improving and expanding the crop insurance program.

FEDERAL CROP INSURANCE CORPORATION

The Federal Crop Insurance Corporation (FCIC), a wholly
government-owned corporation, was created in 1938 as an agency of
the U.S. Department of Agriculture (USDA). 1Its purpose is to
promote the national welfare by improving the economic stability
of agriculture through a sound system of crop insurance and pro-
viding the means for research and experience helpful in devising
and establishing such insurance.

Before 1980, the program operated on a limited basis, cover-
ing certain commodities and selected counties. It was character-
ized by some as an experimental program. The 1980 act provides
for an actuarially sound, nationwide, cost-sharing insurance
program for agricultural producers to protect their production
investment against essentially all unavoidable risks.



The new legislation provides that FCIC's Board of Directors
shall, among other things:

--Use the private sector, to the maximum extent possible, to
sell and service crop insurance.

--Provide higher coverage levels.

--Encourage the broadest possible participation in the pro-
gram by having PCIC subsidize a portion of the farmer's
premium. L

--Provide a test program of reinsurance (whereby part or all
of the risk is transferred from the original insurer to
another party), to the maximum extent practicable, to
begin not later than with the 1982 crops.

--Beginning in the 1981 crop year! and ending after the
1985 crop year, conduct a pilot program of tailoring the
crop insurance to the individual farmer's risks in not
less than 25 counties. This program allows farmers to
obtain an increase in the coverage offered based on actual
yield history.

The act's underlying principles are to provide producers
adequate protection at a reasonable price through an insurance
program and to no longer support producers through the disaster
payment program after crop year 1981. Priority attention in
expanding crop insurance into new counties was to be focused on
the six commodities covered by the disaster payment program. To
carry out its expanded program, FCIC was authorized 200 addi-
tional permanent, full-time employees. This provided a personnel
ceiling of 760 positions.

ADMINISTRATION OF THE CROP INSURANCE PROGRAM

FCIC's overall management is vested in a seven-member Board
of Directors subject to the Secretary of Agriculture's general
supervision. FCIC's Manager is the chief executive officer.

FCIC has its main offices in Washington, D.C., and in Kansas
City, Missouri. The Washington office provides general policy
guidance and oversight while the Kansas City office handles pro-
gram operations. FCIC also has 10 field actuarial offices, which
establish county insurance offers, and 18 regional offices, which

1Generally, crop year means the period within which a crop nor-
nally is planted and harvested. It is designated by reference
to the calendar year of harvest.



provide field assistance for the marketing and contract servicing
functions, except for those of the reinsured companies. As of
October 1, 1983, FCIC had 1,961 paid employees with 687 being
permanent, full-time and most others being "when actually
employed" employees. :

Major activities

The federal crop insurance program entails (1) underwriting,
actuarial, and program development activities involving the
development of crop insurance programs and the establishment and
maintenance of rates and coverages for crops in each county,

(2) marketing and collection activities covering all aspects of
marketing, including the development of marketing policies and
programs and the collection of premiums, and (3) contract servic-
ing and claims activities which include servicing the insurance
contracts, inspecting crops, and adjusting claims for losses (the
assessment and determination of the amount and cause of the loss
in crop yield).

Insurance coverage

Federal crop insurance offers protection to agricultural
producers from losses caused by unavoidable natural hazards, such
as insects, plant diseases, fire, hail, drought, excessive mois-
ture, freeze, wind, and other weather conditions. It does not
insure profit for the farmer or cover avoidable losses resulting
from negligence or failure to observe good farming practices.

The 1980 act requires that the federal crop insurance be
provided at various coverage levels up to 75 percent of the
farm's recorded or appraised average yield and at various price
elections (dollar value per unit of production} with one being
not less than 90 percent of the projected market price for the
commodity involved. As a result, FCIC offers crop insurance at
three coverage levels with three different price elections,
giving the farmer nine insurance options.

In obtaining insurance, the farmer is guaranteed a certain
amount of production--in bushels or pounds--per acre (referred to
as the yield guarantee). For most commodities, farmers can
select a yield guarantee from three coverage levels--50, 65, or
75 percent of the average yield calculated for each farm or
area. For example, if the average yield for corn is set at 100
bushels per acre and the 65-percent yield guarantee option is
selected, FCIC would pay for anything less than 65 bushels per
acre produced,

The farmers can select in advance how much money per bushel
or pound they will receive if their production is less than their




yield guarantee. Before the planting season, FCIC establishes
three price levels for the commodity involved. The highest level
must be 90 percent of the estimated market price at harvest time;
the other two levels are at lesser amounts. For example, the
price elections available for corn grown in 1981 were $2.70,
$2.00, and $1.70 per bushel. Other commodities had different
price levels.

To illustrate how crop insurance operates, assume that a
farmer with an average yield of 100 bushels of corn per acre
selects the 65~percent yield guarantee option and the $2.70 per
bushel payment level. If a natural disaster occurs and the
actual production drops to 20 bushels per acre, the farmer would
have an insured loss of 45 bushels (65 percent of 100 bushels
less the 20 bushels actually produced). FCIC would pay the
farmer $121.50 ($2.70 x 45 bushels) for each acre insured.

Financing

FCIC receives funds from three sources--capital stock sub-
scriptions from the U.S. Treasury, premium income from producers,
and appropriations for federal premium subsidies and administra-
tive and operating expenses.

The 1980 act authorizes capitalization of $500 million, of
which fiscal years 1982 and 1983 appropriations provided
$400 million for capital stock subscriptions. The capital stock
is to provide FCIC with necessary working capital as well as a
reserve to cover losses when premium income and/or reserves are
insufficient.

Existing legislation provides that premiums for insurance be
set at such rates as the Board deems actuarially sufficient to
cover claims for losses on such insurance and to establish as
expeditiously as possible a reasonable reserve against unforeseen
-losses. Consequently, FCIC cannot include in the base used to
establish premium rates any costs other than cost of claims (in-
demnities) paid to those it insures plus a factor to accumulate a
reserve., Although administrative costs cannot be included in the
base, the Congress has authorized the use of premium income to
pay some of FCIC's administrative costs in lieu of appropriating
enough funds to cover all administrative costs. 1In addition,
certain nonadministrative costs, such as direct cost of adjusting
losses, have been paid out of premium income from time to time.

The 1980 legislation authorizes funds to be appropriated to
cover FCIC's administrative and operating costs, including items
such as agents' and brokers' commissions, premium subsidies paid
by FCIC, and the direct cost of adjusting losses. The legisla-
tion also provides that these items may be paid from premium



income and other FCIC funds and that any such payments be
restored by appropriations in subsequent years. Information on
FCIC's administrative and operating expenses is on page 10.

OBJECTIVES, SCOPE, AND METHODOLQGY

Insurance deficits for crop years 1980-82 (see p. 10), cou-
pled with yearly increasing appropriation requests to finance the
expanded program, prompted the Congress to raise various concerns
about FCIC's marketing strategies, the actuarial soundness of its
insurance program, and other program aspects. We decided to
update our July 1981 analysis of FCIC's progress in implementing
the 1980 act2 because of the various concerns expressed by com-
mittees and Members of Congress during oversight and appropria-
tion hearings.

Our objective in this review was to evaluate how FPCIC was
carrying out the 1980 act's requirements. We determined and
evaluated the reasonableness of (1) the basis used in establish-
ing the various rate schedules for compensatlng the private sec-
tor for delivering and servicing crop insurance, (2) the basis
for, and subsequent changes to, the formulas used to distribute
the gains and losses on the insurance written under the reinsur-
ance program, (3) the methods used to monitor and account for
program operations, and (4) FCIC's actuarial procedures and the
operational strategy to improve the actuarial soundness of its
programs. Actuaries employed by our office helped evaluate the
formulas used to distribute the gains and losses under the
various reinsurance agreements.

We made our review primarily at FCIC's Washington, D.C., and
Kansas City offices. BAlso, we visited one FCIC regional office,